This paper investigates the ways in which foreign direct investment (FDI) 
Resumen

Este trabajo investiga de qué forma la inversión extranjera directa (IED) ha afectado realmente el crecimiento económico de México. Dado que se han hecho esfuerzos que ponen un énfasis especial en la estrategia de industrialización hacia fuera, ponemos a prueba las hipótesis de crecimiento dirigido por la IED y las exportaciones en México utilizando un modelo multivariado con vectores autorregresivos. Los resultados muestran que la evidencia para el crecimiento dirigido por la IED no es tan fuerte como la evidencia para el crecimiento dirigido por las exportaciones. Sin embargo, el TLCAN ha permitido mejorar los efectos potenciales de los flujos extranjeros. Las estimaciones revelan que el capital privado y extranjero tienen efectos estadísticamente significativos sobre el crecimiento. Las manufacturas, la IED, las exportaciones, el trabajo y el capital humano mostraron efectos positivos sobre la economía.
Introduction
T he last two decades have witnessed a tremendous increase in the stock of Foreign Direct Investment (henceforth, fdi) at the global level. In Mexico, the structural reforms introduced after the economic crisis of 1986 and membership of the North America Free Trade Area (nafTa) in 1994 have made the country one of the most important recepients of fdi inflows in Latin America. According to the World Investment Report 2006 published by the United Nations Conference on Trade and Development (uncTad) , in 2005, 'Mexico received more than 19 billion U.S dollars which puts it among the top 13 in the world and among the top four in developing countries'. Given this huge inflow into Mexico, the germane questions are: How does inward fdi interact with the host country's economic growth? And has there been any real positive effect?
A number of studies have examined the effects of fdi on growth in developing countries. Balasubramanyam et al. (1991) conducted extensive research work on the nature and determinants of foreign capital and how they affect the economic performance of host developing countries, and this offers some insightful information. They provide evidence that trade policy orientation determines the nature and magnitude of foreign investment. Open economies tend to attract more foreign investment than closed economies that might be experiencing domestic distortions due to protectionism. It was shown that the elasticity of output to foreign capital is stronger in countries with export-oriented policies than in countries with inward-oriented policies, which attests to the assertion that in an open environment, fdi offers more benefits to the host developing country (Balasubramanyam et. al 1996) . Greenaway et al. (2007) tested these hypotheses with data from 1990 to 2000 on a larger sample and confirmed that they still hold. Not only that, they also provided information that even within the sample of open economies, the ones with the highest levels of openness were more receptive to foreign capital.
However, findings from the various cross-sectional studies on the relationship between fdi and growth in developing countries cannot be generalized. There is a need for country-specific studies on the subject matter to shed more light on the debate and allow for more country-specific policies. Also, these studies make an a priori presumption that fdi responds to or causes economic growth. But investigation of the causal link between fdi and growth has important implications for development strategies. Causality from fdi to income growth would lend credence to the fdi-led growth hypothesis. If the causal process were in the reverse direction, this would imply that economic growth is a prerequisite for Mexico to attract fdi. In either case, the impact of fdi flows will also depend on the country's absorptive capacity. If the causal process is bi-directional, then fdi and growth are interdependent and would therefore have a reinforcing causal relationship.
For the Mexican economy, the impact of aggregate fdi on economic growth remains an open question. In order to avoid the pit-falls of previous studies, this paper aims to first investigate causality between fdi, exports, and economic growth for Mexico based on a theoretical framework and an estimation method that was developed fairly recently. Also, given the huge inflow of fdi into Mexico since the nafTa agreement in 1994, we examine the effect of fdi on gross domestic product (gdP) growth in Mexico over the period 1970:1-2004:4. These, of course constitute the objectives of this paper. We hypothesize that openness has laid the conditions to attract more foreign capital to Mexico and we, therefore, expect fdi to be not only a positive determinant of output growth but also a mechanism to improve human capital and technology transfer through its spillover effects.
The paper is organized into four sections. Following the introduction, section two contains brief theoretical and empirical issues on the relationship between fdi and economic growth. In section three, we present the estimatione model, while section four provides the estimate results. The last section contains the conclusion and policy recommendations.
Theoretical and empirical issues on FDI and growth
Theoretical and empirical literature on fdi point to two broad channels through which fdi can improve the production efficiency in the host country -technology transfer, and spillover benefits to domestic firms 1 (Dimelis, 2005; Li and Liu, 2005; Schneider et al., 2005) The theoretical justifications are straightforward and plausible. Technology transfer by the foreign parent company can occur through the addition of more productive capital stock and the adoption of product and process innovations, and through r&d and innovation activities of these firms in the host countries. According to new growth theory, spillover affects host economies through changes in the nature of market concentration as well as through training of labor and local staff, improvement in quality and reliability of inputs learned by watching, and increased competition among less efficient domestic firms. Romer (1993) 
Evidence of this is provided in the works of Balasubramanyam et al. (1996) and Borensztein et al. (1998). the 'idea gap' between rich and poor countries and asserts that fdi can improve the ease of technology transfer and know-how to poor countries with possible substantial spillover effects. In general, foreign financing is considered an important engine of economic growth as it helps cover the gap between actual investment in the economy and the investment needed to sustain economic growth.
However, as articulated by Buckley et al. (2002) and De Mello (1999) , the extent to which fdi contributes to growth depends on the economic and social conditions, and the environmental quality of the host country 2 . The quality of the environment relates to savings and financial development in the host country, the degree of trade openness, human capital development and the level of technological development. Ceteris paribus, economies with high savings, trade openness and high technological product tend to attract more fdi and benefit from it.
Empirical evidence has established a robust link between fdi and economic growth in host countries. From cross-country studies such as De Mello (1997) for five Latin American countries (Brazil, Mexico, Venezuela, Chile and Colombia) evidence abounds that fdi has a positive impact on growth in open economies. Balasubramanyam et al (1996) showed that trade openness was crucial for obtaining the growth-effects of fdi in a cross-section of 46 developing countries. Blomstrom et al. (1994a) found that fdi had a positive impact on the growth of gdP in more advanced developing countries for the period 1970-1989. Also, it confirmed that openness and macroeconomic stability were strong incentives for foreign investment. Another important determinant of fdi found by Boreszstein et al. (1998) is the existence of a minimum threshold stock of human capital in the host country. They found that only then is fdi an important vehicle for technology transfer and contributes relatively more to growth than domestic investment.
Specifically, foreign firms may help developing country firms enter world markets by providing links to final buyers outside their own country. Using firm level data from Indonesia, Sjoholm (1999) finds that fdi does benefit locally owned firms, -though the benefits differ between groups of industries -with larger technology gaps having bigger spillover effects for domestic producers. Zhao (1995) shows that for China, in addition to output growth, indigenous technological capability is positively affected by technological imports. Also, fdi may have negative effect on the growth prospects of the recipient economy if it gives rise to substantial reverse flows in the form of profit remittances and dividends and if the transnational corporations obtain concessions from the host country.
For Bromstrom and Kokko (1998) the evidence suggests that the positive technological effects of mncs are likely to improve in the presence of competition and local capability. mncs react strongly (and therefore increase technological transfers) in the presence of domestic competition that forces them to maintain their leading position. In the same fashion, Bromstrom et al. (1994b) found that skilled labour, local competition and growth in the Mexican manufacturing industries were positive determinants of technology transfers by foreign plants. Meanwhile, Love and LageHidalgo (2000) found that fdi from the us was positively determined by domestic demand and the differences in relative wages. This supports the position that cheap labour is still an important incentive to invest in Mexico. Blomstrom and Persson (1983) employed data for 215 4-digit Mexican industries for 1970. They relate labour productivity to measures of capital intensity, labour quality, economies of scale, extent of foreign penetration, and the degree of competition. Their study provides strong support for the existence of fdi-related spillovers. Marwah and Klein (1996) , in the case of India, employed transcendental and ces generalization of Cobb-Douglas production functions with four different inputs. They showed that 0.7 percent of every 1 percent of economic growth was attributed to the growth of foreign capital. For China, Sun (1998) employed a log-linear production function and found that a 1 percent increase in fdi led to a 0.05 percent growth of gdP. In general and other things being equal, open economies are expected to have higher causal relationships from fdi to growth. Fluctuations of the exchange rate have also been found to be a relevant determinant of foreign investment inflows and export growth. Real depreciation of the local currency is usually considered an incentive to take advantage of relatively cheap labour and input costs, although it also affects the composition of fdi. For example in the case of Mexico, in periods of real depreciation of the exchange rate, 1982 to 1990 and 1995 to 1999, fdi in manufactures was higher than in other economic sectors. Considering that most of the manufactures are export goods, a real depreciation has a positive effect on the current account. On the other hand, a real appreciation of the exchange rate tends to divert fdi from manufactures to other sectors where there is a high share of non tradable goods (retailing and services). This happened between 1991 and 1994 and between 2000 (Ros, 2008 . In other words, sub valuation reduces exports but has the positive effect of diverting financial resources for the internal market.
Comparison of the likely positive effects of public and private investment on growth seems to reveal that private investment stimulates growth more than public investment.
Recently, Aka (2007) examines the importance of public and private spending on the fdi-led growth debate. Using an autoregressive-distributed lag (ardL) Error Correction Model (ecm) on annual data from 1969 to 2001, he confirmed that an increase in private investment by 1 percent enhances economic growth by 28 percent, while a 1 percent increase in public investment leads to only a 7 percent increase in real gdP for Cote d'lvoire. The international experience, as surveyed in a multicountry study by Easterly, Rodriguez and Schmidt-Hebbel (1994) , suggests that it is far more common for public investment to crowd out than to crowd in private investment. The conventional wisdom that public investment is good for private investment is contradicted by the evidence in half of the case studies, where public investment has a negative and statistically significant effect on private investment. The negative association in some cases is explained by the likelihood that public investment is replacing rather than complementing private investment. Concentration of public infrastructure investment and on the privatization of other state enterprises would ensure a complementary relationship between the public and private sectors. According to Lachler and Aschauer (1998) the time-series regression results for Mexico all point toward a crowding out coefficient of less than unity. Thus, its existence limits the growth impact of public investment by reducing its net effect on capital accumulation. However, they state that increases in public investment have a positive net impact on economic growth, despite significant crowding out effects.
Further, Khan and Kumar (2001) extended the basic neoclassical model of growth by separating investment into its public and private components and estimated the model for a sample of 95 developing countries. Their results suggest that once other determinants of growth, such as human capital formation, population growth, and technical progress are taken into account, public and private investment have different effects on growth, and that these effects are characterized by marked regional and inter-temporal variations. Nunnenkamp and Bremont (2007) investigate the relationship between fdi and employment generation in Mexico using a panel time data series from 1994 to 2006. Employing the gmm estimator, their findings suggest that fdi has a significantly positive, though quantitatively modest impact on manufacturing employment in Mexico. They found no evidence supporting the widely held view that fdi adds to white collar employment in the first place. However, the positive effect on blue collar employment diminishes with the increasing skill intensity of manufacturing industries.
Some empirical findings suggest a positive relationship between fdi and economic growth. However, a number of studies present pessimistic evidence for the growth effect of fdi. The firm level studies of particular countries often claim that fdi does not boost economic growth, Carkovic and Levine (2002) . These studies cast doubts on the true existence of positive spillovers from foreign to domestic owned firms. Aitken and Harrison (1999) for example, found no evidence of positive technology transfer spillover from foreign-owned to domestic-owned firms in Venezuela between 1979 and 1989. Likewise, Haddad and Harrison (1993) , in their study of Morocco over the period of 1985 through 1989, discovered a negative spillover from foreign presence to the productivity growth of domestic firms, but it was not statistically significant.
Empirical studies have so far not offered a clear-cut conclusion with respect to the causality between fdi and growth. The surge of fdi might be associated with domestic policy variables, and this was evidenced in the case of Latin America (Elias, 1992) . De Mello (1997) finds that fdi played a determinant role in increasing both output and total factor productivity (TfP) in Chile, while capital accumulation and TfP growth preceded fdi in Brazil. In both cases the direction of the relevant causalities cannot be determined. The direction of causality between fdi and growth may well depend on the determinants of fdi. If the determinants have strong links with growth in the host country, growth may be found to cause fdi, while output may grow faster when FDI takes place under other circumstances.
Stylized facts about fdi in Mexico show that foreign and partially foreign owned companies increased their share in total exports from 14.3 percent in 1993 to 19.1 percent in 1998. It seems that nafTa improved the conditions for attracting foreign capital, and considering that most of these companies are exporters, it meant that more goods were sold in the international market. However, in terms of employment, foreign companies have not had a strong positive effect. From 1993 to 1998 on average their share on total job creation was 3.4 percent. In absolute terms it meant they hardly created 822 000 jobs out of the 8.5 millions created by the rest of the economic sector (Dussel, 2000a) .
One of the goals in joining nafTa was the idea that exports and fdi would induce rapid growth rates in Mexico, but in the post-nafTa period most of the export industry has created few linkages with domestic intermediary producers. For example, the non-maquiladora manufacturing sector actually reduced its domestic content from 91 percent in 1983 to 37 percent in 1996. Meanwhile maquiladoras have maintained an average domestic content of 2 to 3 percent (Arroyo, 2003) . These results are a consequence of rules of origin that require producers to include only some percentage of regional content instead of domestic content as a requirement. Better terms for compe-tition under nafTa could have been an important instrument to stimulate linkages with intermediary producers in the less developed country, in this case Mexico. In addition to this, in terms of fdi, reforms on foreign investment regulations have caused the potential benefits for the host economy to deteriorate. The Law of Foreign Investment from 1996 removed all the requirements that the Law from 1989 had stipulated, for example maintaining a positive balance of foreign exchange during the first three years and creating jobs, among other things (Dussel, 2000a) .
Econometric Modeling
In order to examine the importance of fdi on growth for the Mexican economy, we specify a production function in which fdi is explicitly incorporated as a factor of production. This is synonymous with the sources of growth equation derived from the neoclassical production function 3 :
Y t is the real output, K p is private capital stock (proxied in the usual way by the share of investment in output), L is raw labor input, λ is the level of human capital, H is a measure of the educational level, Z is the return to education relative to raw labor input, A is the efficiency of production, µ is the externality generated by additional fdi stock, and α and β are the private capital and labor shares, respectively. It is assumed that α and β are less than one, such that there are diminishing returns to the labor and capital inputs. The externality µ is represented by a Cobb-Douglas production function of the form:
where σ and γ are, respectively marginal and the intertemporal elasticities of substitution between private and foreign capital. Let σ > 0, such that a larger stock of fdi yields a positive externality to the economy. If γ > 0, intertemporal complementarity 3 This methodology is based on previous work developed by De Mello (1997) , Ramirez (2000) and Akinlo (2004) . However, unlike most previous studies that used only raw labor, we introduced human capital into our model to ascertain its impact on growth. This was included because in most cases fdi requires high level manpower to work with in a host country.
prevails and, if γ < 0, additions to the fdi stock crowd out private capital over time and diminish the growth potential of the host country. Thus, we combine equations 1 and 2 to obtain: When equation 3 is factored, we have;
Substituting λ=H Z and taking logarithms and time derivatives of equation 5, we generate the following dynamic production function:
where ψ is the growth rate of i=Y,L,H,K p and K f . Equation 6 implies that given σ and γ > 0 and z is also positive, additions to stock of fdi will augment the elasticities of output with respect to raw labor, capital and human capital by factor γ(1-α-β). Hence, derived from equation 6 above, the equation estimated in our case takes the form:
In equation 6, the lower case denotes natural logarithms, and ∆ is the difference operator; y is the natural log of real gdP, l is the labor, K p and K f are the stocks of private and foreign capital respectively; C g is real government consumption, x is real exports, h is human capital proxied by the share of students in secondary school in the population, D is an adjustment dummy variable, 1 for adjustment period 1986 to 2004 and 0 otherwise, F n stands for the financial depth measure as a ratio of money supply broadly defined to gdP, B g is budget balance over gdP. T is the time trend to capture secular trend in output during the period of study. While equation (6) captures the impact of important variables on gdP growth, it does not account for the possibility of a bi-directional relationship between growth and fdi and gdP, and exports and gdP, the appropriate format is to investigate the long run causality in the error correction model (ecm). From equation (7), K f (fdi) Granger causes y (gdP) if b j ≠ 0. Also, equation (8) shows that y Granger causes K f if e j ≠ 0. From equation (9) 
Empirical results
The finding that most macroeconomic time-series data may contain a unit root has spurred the development of the theory of non-stationary time-series analysis. Thus, to make valid statistical inferences and meaningful policy analysis, it is germane to address the time-series properties of all the variables used to avoid the problems of spurious relationships and invalid inferences. Testing is normally extended to account for a deterministic trend as well as the stochastic type of trend represented by a unit root. Similar results were obtained when we employed the Phillip-Perron approach.
The results in Table 1 revealed that all the variables are integrated for order one I(1). Therefore, having established that the series are I(1), we employed the JohansenJuselius (1990) technique to test for co-integration. Panel A of Table 2 reports both the trace and maximum eigenvalue statistics for co-integration tests. Our results revealed that the null hypothesis of no co-integration can be rejected using the λ-max or the trace statistics. They are both greater than their critical values at a 5% level of significance. This indicates that there exists a unique co-integrating vector among the variables involved. The co-integrating equation normalised on the growth variable as reported in panel b of Table 2 revealed that raw labour, private capital, foreign capital and human capital are positive (the signs are reversed because of the normalization process). The coefficients are all significant as shown by the t-ratio indicated in parentheses.
Since the existence of co-integration among these variables is confirmed, the next step is to test the causal relationships among fdi flows, openness through trade, and gdP growth with an Error Correction Mechanism (ecm) model. The literature offers different statistical methods to determine the optimal lags in Granger causality tests. The Schwarz and Bayesian Criterion (sbc) and the Akaike Information Criterion (aic) are used to determine the optimal lag lengths in the ardL and error correction models (Hsiao, 1981) . The causal directions are detected by F-statistics and the signs of the causal effects are determined by adding the coefficients on lagged independent variables.
We first test if K f (fdi) Granger causes y (gdP) by estimating the unrestricted equation (7), and restricted equation (7) (-5.44) value of 11.157 6 which exceeds the critical values of F 0.01 =5.53. Thus, we can reject the null hypothesis (b j = 0) and conclude that adding lagged values of K f does improve the statistical results. This implies that fdi Granger causes gdP growth, thus providing evidence for fdi-led growth hypothesis. In other words, the gdP growth rate improves with the inclusion of past changes in fdi. The same procedure was carried out with respect to equations (8), (9), and (10). The results from equation (8) Our results from equations (9) and (10) suggest that Granger exports cause gdP growth, however, gdP growth does not cause Granger exports. These results provide evidence that exports play a relevant role in explaining economic expansion and also support the export-led hypothesis. The results also suggest that liberalization in Mexico has had a significant impact on the economy thanks to higher levels of exports due to a more flexible trade policy. Furthermore, our results revealed that Granger exports cause fdi (F statistic 8.71, is higher than the critical value of F 0.01 =5.53), although fdi does not cause exports.
Given the importance of nafTa as a regional agreement with Mexico´s most important trade partners (Canada and the usa), and the expectation that there might have been a structural change due to this treaty which might have altered the way in which exports and fdi interact with the economy 7 , as an additional exercise we split the sample into two sub-periods: from 1970:1 to 1993:4, which are the years before nafTa, and from 1994:1 to 2004:4 when nafTa became effective, and then tested the hypothesis of a structural change. We followed the same procedure used for the selection of the lag structure and found that an unrestricted var with 4 lags satisfied the diagnostic tests The F statistic can be calculated using where in the present case is equal to the number of lagged terms and is the number of parameters estimated in the unrestricted regression. Similar influences of such regional agreement have been reported by Vamvakidis (1999) for the European Free Trade Agreement (efTa) between Norway, Switzerland and Iceland; the South Pacific Regional Trade and Economic Cooperation Agreement (sParTeca) between Australia, Fiji, New Zealand, Papua New Guinea, the Solomons Islands, Tonga and Western Samoa; and the Southern African Development Community (sadc) between Angola, Botswana, Congo, Botswana, Mauritius, Mozambique, Namibia, South Africa, Tanzania, Zambia, Zimbabwe. This is an indication that Mexico had strategic advantages before NAFTA (for example, low labour costs, geographical location, and other trade agreements).
The results show some interesting aspects of the influence of nafTa on the Mexican economy. It was only after nafTa's entry that output growth had a positive effect on fdi and was statistically significant (F statistic =12.01 is higher than the critical value of F 0.01 =5.53). Output growth could be an indication of macroeconomic stability and economic progress, which constitute some attraction for fdi into Mexico. Before nafTa, gdP did not cause Granger exports and fdi did not cause exports, but only when the effect of nafTa is considered does that gdP causes exports and fdi causes exports. This provides evidence that more international integration was conducive to improved foreign capital flows to Mexico. It is interesting to note that the economic performance and the existence of an export market seem to be explicative of positive changes in fdi. Table 3 presents the results of the estimated equation 6 in which the growth of gdP is generated by growth in domestic investment, fdi, exports, government expenditure, financial depth as well as the level of human capital. In regressions 3.1 to 3.6 various interactive terms are added into the equation to examine their effect on growth in Mexico. Therefore, Table 3 reveals several interesting results concerning the effects of fdi on economic growth.
Regressions 3.1 to 3.6 indicate that fdi has a positive impact on economic growth, which confirms our hypothesis of fdi as an important source for economic of growth. This is not surprising because trade and investment flows into Mexico have increased with the United States as the major trading partner since the government introduced outward-oriented strategies in the 1980s. Also, the acceleration of international trade and investment might not be unconnected with the legal reforms introduced in the years prior to nafTa that relaxed regulations on the property of foreigners in Mexico 9 .
9
In 1993, the Law of Foreign Investment was reformed to allow higher shares of foreign capital in economic activity, see Diario Oficial de la Federación.
We observed in regressions 3.1, 3.2 and 3.6 that the addition to growth rates of exports does not reduce, but rather increases, the significance of the fdi variable. It has been observed not only for Mexico but for other countries that once they become part of a regional trade agreement, fdi inflows to those countries increase considerably
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. The reason may be that most of this sort of investment engages in export activities in host countries. A market with little or no restrictions on international transactions will offer foreign investors more possibility of benefiting from geographical and comparative advantages.
Domestic investment is one of the most important factors supporting continuous economic growth in Mexico since the liberalization policy. This is reflected in equations 3.1 to 3.3 where the K p variable is positive and statistically significant in all the equations. The elasticity of output with respect to domestic investment is quantitatively the highest. However, the elasticity of output with respect to fdi is similar to its elasticity 10 Lim (2001) notes that some countries have increased the percentage share of fdi in gdP once they joined a regional trade agreement. For example, in the case of Mexico, it increased this indicator from 1.2 to 2.88 after joining nafTa, while Argentina and Brazil increased their shares from 1.41 to 2.41 and from 0.32 to 2.17, respectively, after joining mercosur. We also examine whether the impact of fdi on growth depends on the level of human capital (proxied by the proportion of the population enrolled as students in secondary schools), and as a result test Borensztein et al's (1998) hypothesis that low levels of human capital have negative implications for attracting fdi. For Mexico, we found that the level of human capital had indeed improved the fdi-growth relationship (see positive coefficients in equations 3.1 to 3.6). The efficiency with which the stock of technical knowledge is being absorbed by the host country, via the higher education system is improving particularly with the reforms. In other words, the level of human capital in Mexico has reached the threshold that allows exploiting the technological spillovers associated with fdi.
The positive and statistically significant effect of government consumption as revealed in equations 3.4 to 3.6 contradicts the crowding-out effect predicted by the neoclassical growth model. This is an indication that the Mexican government still plays a relevant role in the development process and more public investment is conducive to improving the effects of fdi on growth. Indeed, part of government spending was used to build infrastructure and institutions to attract foreign investment. The coefficient of the budget balance to gdP has a positive sign and is significant. Although its effect is relatively low compared to the other variables, the results indicate that the influence of fdi on output depends positively on healthy public finances. Since 1988, the government has applied instruments of fiscal policy as a measure to reduce the public deficit which reached 4.4% of gdP in 1987. Since then the average fiscal deficit has decreased, in part as a result of privatization of public enterprises in the 1980s and as a commitment to meeting some of the imf's conditions for external debt restructuring.
The ecm terms are negative and significant in all equations and the relative fit and efficiency of the regressions conform with theoretical predictions. The ecm coefficient in equations 3.1 to 3.6 has the right sign and is highly significant. The results from equation 3.6 revealed that deviations from long-run growth in this period are corrected by 34 percent in the following year.
Finally, the coefficient of financial development (f n ) measures how the level of financial development in Mexico influences the growth-fdi relationship. As expected, our results show a significant positive sign in all the regressions. In other words, fdi inflows -given a well developed financial system -have produced positive growth effects on the Mexican economy. It is clear that the monetary policy strategies introduced by the government since the last economic crisis in 1994 have paid off. For a decade, the Bank of Mexico has considerably reduced the level of inflation by restricting the growth of the money supply. In 2004, the inflation rate reached its lowest level of 4.3 percent compared with an average of 38 percent until the early 1990s. It is obvious that money and price growth are important indications of financial stability and are taken into consideration by profit-seeking foreign investors.
Due to the current world financial crisis, it is important to reconsider whether it is still appropriate to have an outward-oriented policy as a strategy for growth. Being part of a global market also implies more dependency on other countries' macroeconomic health, especially the u.s. economy. Until 2007, the value of exports represented 35 percent of gdP in Mexico. On the other hand, fdi flows have been increasing since nafTa, although they still represent less than 3 percent of gdP (Dussel, 2000a) . Manufactures accounted for 80 percent of total exports, and 44 percent of them were from maquiladoras. At the end of 2008, the u.s. recession affected manufactures production by reducing its growth rate. This situation reduced manufacturing exports and foreign capital flows, the consequences in some of Mexico's relevant macroeconomic variables have already been predicted. For example, the economic crisis will lead to a reduction in the current account, pressure to increase the exchange rate, inflation and inevitably jobs losses (Ramirez, 2009 ). Although this study has shown that in a period of relative stability more exports and fdi improve economic growth, the current crisis also shows that it may be a good opportunity to consider if depending on an outward-oriented strategy is the best choice. It may be the right time to stimulate other sectors that have remained neglected, such as domestic industries oriented to satisfying the internal market, the agriculture sector and services. In other words, this could be the opportunity to encourage activities that have strong links to the domestic economy and potential spillover effects.
Conclusions
The paper examined causal relationships among factors affecting economic growth in Mexico, including the formal investigation of the export-led and fdi-led growth hypotheses. The purpose was to find out if there has been any real benefit from fdi and export promotion favoured by the economic policies of the last two decades. Our review of the literature and our findings suggest that, by and large, foreign direct investment leads to economic growth. The effect, however, varies over time. Our results indicate that domestic investment and openness to international trade are complementary to economic growth. This proves the hypothesis that in an open economy, economic growth is driven largely by domestic investment growth, as would be expected, and also by foreign investment. Controlling for domestic investment growth as well as other factors, causality tests show support for the export-led growth and fdi-led growth hypotheses.
The paper finds that the key factors affecting economic growth in Mexico are fdi, domestic investment, exports, human capital and, to a lesser extent, the ratio of government consumption and budget balance to gdP, and financial depth. It is worth noting, however, that while the impact of fdi on growth is positive, it is still smaller than that of domestic investment. The reason for this is that fdi still concentrates in some industries with low value added, for example the Maquiladora industry or in industries where the links with local suppliers are limited (Dussel, 2000b) . Other studies indicate that only where there are similar technological capabilities between foreign and national companies is it more likely that positive spillover effects will be obtained (Dominguez and Brown, 2004) . Therefore, subsequent efforts by the Mexican government to promote foreign investment in economic activities where spillover effects are more likely to occur, will definitely improve the influence of fdi on the whole economy. Further, putting the current results in context, our findings attest to Lachler and Aschauer (1998) and Aka (2007) . Although, the impact of private investment is slightly higher than that of public investment, they are both conducive to improving the effects of fdi on growth in Mexico. Government spending tailored towards enabling the environment to stimulate growth will also enhance the inflow of fdi into Mexico.
The policy implication of the positive association between exports, fdi and gdP growth reveals that economic reform policies and the shift towards a free market continued to help the economy to reallocate its resources towards productive uses. In other words, to attract more fdi, Mexico has to keep on developing its human capital resources, investing in infrastructure, and introducing reforms to provide incentives to profit-seeking investors. These basic factors will not only enhance the benefits of fdi but will also improve the impact of domestic investment on economic growth.
